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EXPOSURE DRAFT
INTRODUCTION

A business combination oc
curs when two or more corpora
tions or a corporation and one or
more unincorporated businesses are
brought together Into one entity.
The single entity carries on the
activities of previously separate,
independent enterprises.
2. Two methods of accounting
for business combinations are now
accepted in practice—“purchase"
and "pooling of interests”—and
both are supported in pronounce
ments of the Board and its prede
cessor, the Committee on Account
ing Procedure. The accounting
treatment of a combination may
affect significantly the reported
financial position and net income of
the combined corporation for both
current and future periods. Ac
counting for combinations by the
purchase method often involves ac
counting for goodwill acquired.

3. The Director of Accounting
Research of the American Institute
of Certified Public Accountants has
published two studies on accounting
for business combinations and the
related goodwill: Accounting Re
search Study No. 5, A Critical
Study of Accounting for Business
Combinations, by Arthur R. Wyatt
and Accounting Research Study No.
10. Accounting for Goodwill, by
George R. Catlett and Norman O.
Olson.1 The two studies describe
the origin and development of the
purchase and pooling of Interests
methods of accounting for business
combinations. The studies also cite
the supporting authoritative pro
nouncements and their influences
on accounting practices and evalu
ate the effects of practices on finan
cial reporting. Accounting Research
Study No. 10 emphasizes account
ing for goodwill acquired in a busi
ness combination but also discusses
accounting for goodwill developed
Internally.
1Accounting research studies art
not statements of the Board or of
the Institute but are published for the
purpose of stimulating discussion on
m
i portant accounting matters.

Scope and Effect of Opinion
4. The Board has considered the
conclusions and recommendations
of Accounting Research Studies
Nos. 5 and 10, the discussions of
the need for and appropriateness
of the two accepted methods of ac
counting for business combinations,
and proposals for alternative ac
counting procedures. It has also
observed the present treatments of
combinations in various forms and
under differing conditions. The
Board expresses in this Opinion its
conclusions on the two subjects of
accounting for business combina
tions and accounting for intangible
assets, including goodwill acquired
in business combinations.
5. Thia Opinion covers the com
bination of a corporation and an
other business enterprise which
may be either incorporated or un
incorporated: both Incorporated
and unincorporated enterprises are
referred to in this Opinion as com
panies. The conclusions of this
Opinion apply equally to business
combinations in which one or more
companies become subsidiary cor
porations, one company transfers
its net assets to another, and each
company transfer* its net assets to
a newly formed corporation. The
term business combination in this
Opinion excludes a transfer by a
corporation of its net assets to a
newly formed substitute corporate
entity chartered by the existing
corporation and a transfer of net
assets between companies under
common control, such as between
a parent corporation and its sub
sidiary or between two subsidiary
corporations of the same parent.
6. The conclusions of this Opin
ion modify previous views of the
Board and its predecessor commit
tee on the subjects of accounting
for business combinations and in
tangible assets. This Opinion there
for* supersedes the following Ac
counting Research Bulletins (ARB)
and Opinions of the Accounting
Principles Board (APB):
ARB No. 43, Chapter 5, Intangi
ble Assets
ARB No, 48, Business Combina
tions
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ARB No. 51, Consolidated Finan
cial Statements, paragraphs 7,
8, and 9
APB Opinion No. 6, Status of
Accounting Research Bulletins,
paragraphs 12c, 15, and 22
APB Opinion No. 10, Omnibus
Opinion—1966, paragraph 5.
Since this Opinion supersedes those
existing pronouncements, para
graph 82 of this Opinion should be
substituted for the reference to
ARB No. 51 in paragraph 49 of
APB Opinion No. 11.

Summary of Conclusions

7. Business Combinations. The
Board concludes that the purchase
method and the pooling of interests
method are both acceptable in ac
counting for business combinations,
although not as alternative ac
counting procedures. A business
combination which meets specified
conditions requires accounting by
the pooling of interests method.
The condition* include, among
others, that each combining com
pany In a business combination
effected by exchanging voting com
mon stock be at least one-third the
size of each of the other combining
companies as measured by relative
voting common stock interests. A
new basis of accounting Is not per
mitted for a combination that
meets the specified conditions, and
the assets and liabilities of the
combining companies are combined
at their recorded amounts. All
other business combinations should
be accounted for as an acquisition
of one or more companies by a cor
poration. The cost of an acquired
company* should be determined by
the principles of accounting for the
acquisition of an asset The cost
of an acquired company should be
allocated to the assets acquired and
liabilities assumed based on the
fair values of the identifiable In
dividual asset* and liabilities, and
the remainder of the cost should be
recorded as goodwill.
8. Intangible Assets. The Board
concludes that a corporation should
2The cost of an acquired company
is the acquiring corporation's cost of
the entire enterprise acquired.
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record at assets the costs of intan
gible assets acquired from others,
including goodwill acquired in a
business combination. A corpora
tion may record as assets the costs
incurred to develop identifiable in
tangible assets but should write off
as Incurred the costs to develop
intangible assets which are not
specifically identifiable, such as
goodwill The Board also concludes
that the cost of each type of Intan
gible asset should be amortized
from date of acquisition by syste
matic charges to income over the
period estimated to be benefited.
The period of amortization should
not, however, exceed forty years.
BUSINESS COMBINATIONS

Present Account Ing
and its Development
9. Development of Two Methode.
Most business combinations before
World War II were classified either
as a "merger,” the acquisition of
me company by another, or as a
"consolidation,” the formation of a
new corporation. Accounting for
both types of combinations gener
ally followed traditional principles
for the acquisition of assets or is
suance of shares of stock. The ac
counting adopted by some new
corporations was viewed as a prece
dent for the combining of retained
earnings and of amounts of net
assets recorded by predecessor cor
porations as retained earnings and
net assets of a new entity.

10. Emphasis shifted after World
War II from the legal form of the
combination to distinctions between
"a continuance of the former own
ership or a new ownership” (ARB
No. 40, paragraph 1). New owner
ship was accounted for as a pur
chase: continuing ownership was
accounted for as a pooling of Inter
ests. Carrying forward the equity,
including retained earnings, of the
constituents became an integral
rt of the pooling of interests
pa
method. Significant differences be
tween the purchase and pooling of
interests methods accepted today
art in the amounts ascribed to
assets and liabilities at the time of

combination and the income re
ported for the combined enterprise.
11, Purchase Method.3 The pur
chase method accounts for a busi
ness combination as the acquisition
of one company by another. The
acquiring corporation records at Its
cost the acquired assets less liabili
ties assumed. A difference between
the cost of an acquired company
and the sum of the fair values of
tangible and identifiable intangible
assets less liabilities is recorded as
goodwill. The reported Income of
an acquiring corporation includes
the operations of the acquired com
pany after acquisition, baaed on
the cost to the acquiring corpora
tion.
12, The cost of goodwill ac
quired in a business combination
either is retained as an asset until
a loss of value is evident or is
amortized over an arbitrary period.
Chapter 5 of ARB No. 43, issued
in 1953, provided that the cost of
purchased goodwill should not be
written off or reduced to a nominal
amount at or Immediately after
acquisition.
13. Pooling of Interests Method.3
The pooling of interests method
accounts for a business combina
tion as the uniting of the ownership
interests of two or more compa
nies by exchange of equity securi
ties. No acquisition is recognized
because the combination Is ac
complished without disbursing re
sources of the constituents. Own3This Opinion refers to the "pur
chase method of accounting" for a
business combination because the term
is widely used and generally under
stood. However, the more inclusive
terms "acquire" (to come into pos
session of) and "acquisition” are gen
erally used to describe transactions
rather than the more narrow term
"purchase" (to acquire by the pay
ment of money or its equivalent). The
broader terms clearly encompass ob
taining assets by issuing stock as well
as by disbursing cash and thus avoid
the confusion and arguments that re
sult from describing a stock transac
tion as a "purchase." This Opinion
does not describe a business combina
tion accounted for by the pooling of
interests method of accounting as an
"acquisition" because the meaning of
the word is inconsistent with the
method of accounting.

ership interests In the combining
companies continue and the former
bases of accounting are retained.
The recorded assets and liabilities
of the constituents are carried for
ward to the combined corporation
at their recorded amounts, Income
of the combined corporation in
cludes income of the constituents
for the entire fiscal period in which
the pooling occurs. The reported
Income of the constituents for prior
periods is combined and restated
as income of the combined corpora
tion,

14. The original concept of pool
ing of interests as a fusion of
equity interests was modified In
practice as use of the method ex
panded.4 The method was first ap
plied in accounting for combina
tions of affiliated corporations and
then extended to some combinations
of unrelated corporate ownership
Interests of comparable size. The
method was later accepted for most
business combinations in which
common stock was issued. Naw
and complex securities have been
issued in recent business combina
tions and some combination agree
ments provide for additional securi
ties to be issued later depending on
specified events or circumstances,
Moat of the resulting combinations
are accounted for as poolings of in
terests. Some combinations effected
by both disbursing cash and issu
ing securities are now accounted
for as a "part purchase, part pool
ing."
15. Some accountants believe
that the pooling of interests method
is the only acceptable method for
a combination which meets the
requirements for pooling. Others
interpret the existing pronounce
ments on accounting for business
combinations to mean that a com
bination which meets the criteria
for a pooling of Interests may al
ternatively be accounted for as a
purchase.
4The origin, development, and ap

plication of the pooling of interests
method of accounting are traced in
Accounting Research Study No. 5 and
summarized in Accounting Research
Study No. 10.
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Appraisal of Accepted
Methods of Accounting

16. The pooling of interests
method of accounting is applied
only to business combinations ef
fected by an exchange of stock and
not to those involving primarily
cash, other assets, or liabilities,
Applying the purchase method of
accounting to business combina
tions effected by paying cash, dis
tributing other assets, or Incurring
liabilities is not challenged. Thus,
those business combinations effect
ed primarily by an exchange of
equity securities present a question
of choice between the two account
ing methods.
17. The significantly different
results of applying the purchase
and pooling of interests methods of
accounting to a combination effect
ed by an exchange of stock stem
from distinct views of the nature
of the transaction itself. Those
who endorse the pooling of inter
ests method believe that an exchange of stock to effect a business
combination Is in substance a trans
action between the combining
stockholder groups and does not
involve the corporate entities. The
transaction therefore neither re
quires nor justifies establishing a
new basis of accountability for the
assets of the combined corporation.
Those who endorse the purchase
method believe that the transaction
is an issue of stock by a corpora
tion for consideration received
from those who become stockhold
ers by the transaction. The value
of the consideration received is
established by bargaining between
independent parties, and the ac
quiring corporation accounts for
the additional assets at their bar
gained—that is, current—values.
18. Purchase Method. The more
Important arguments expressing
the advantages and disadvantages
of the purchase method and some
of the practical difficulties experi
ence
in implementing it are sum
marized in paragraphs 19 to 27.
19. An acquisition—Those who
favor ths purchase method of accounting believe that one corpora
tion acquires another company in

almost every business combination.
The acquisition of one company by
another and the identities of the
acquiring and acquired companies
are usually obvious. Generally, one
company in a business combination
is clearly the dominant and con
tinuing entity and one or more
other companies cease to control
their own assets and operations be
cause control passes to the acquir
ing corporation. Identifying the
acquirer may be difficult if the
combining corporations are of relat
ively equal size. Some who favor
the purchase method would permit
the parties to designate one com
pany as the acquirer, some would
account for those combinations as
new entities or mutual purchases,
and some would favor pooling of
interests accounting.
20. A bargained transaction—
Proponents of purchase accounting
hold that a business combination is
a significant economic event which
results from bargaining between
independent parties. Each party
bargains on the basis of his assess
ment of the current status and
future prospects of each constit
uent as a separate enterprise and
as a contributor to the proposed
combined enterprise. The agreed
terms of combination recognize pri
marily the bargained values and
only secondarily the costs carried
by the constituents. In fact, the
recorded costs are not always
known by the other bargaining
party.
21. Accounting by the purchase
method is essentially the same
whether the business combination
is effected by distributing assets,
incurring liabilities, or Issuing
stock because issuing stock is con
sidered an economic event as sig
nificant as distributing assets or
incurring liabilities. A corporation
must ascertain that the considera
tion it receives for stock issued is
fair, just as it must ascertain that
fair value is received for cash dis
bursed. Recipients of the stock
similarly appraise the fairness of
the transaction. Thus, a business
combination fa a bargained trans
action regardless of the nature of
the consideration.
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22. Reporting economic sub
stance—The purchase method ad
heres to traditional principles of
accounting for the acquisition of
assets. Those who support the pur
chase method of accounting for
business combinations effected by
issuing stock believe that an ac
quiring corporation accounts for
the economic substance of the
transaction by applying those prin
ciples and by recording:
a. AU assets and liabilities
which comprise the bargained
cost of an acquired company,
not merely those items previ
ously shown in the financial
statements of an acquired
company.

b. The bargained costs of assets
acquired less liabilities as
sumed, not the costs to a pre
vious owner,
c. The fair value of the consider
ation received for stock is
sued, not the equity shown in
the financial statements of an
acquired company.
d. Retained earnings from its
operations, not a fusion of
its retained earnings and pre
vious earnings of an acquired
company,
e. Expenses and net income
after an acquisition computed
on ths bargained cost of ac
quired assets less assumed
liabilities, not on the costs
to a previous owner.
23. Defects attributed to pur
chase method—Applying the pur
chase method to business combina
tions effected primarily by issuing
stock may entail difficulties in
measuring the cost of an acquired
company. The reliability of the
measure is diminished if neither
the fair value of the consideration
given nor the fair value of the prop
erty acquired is clearly evident.
Measuring fair values of assets ac
quired is complicated by the pres
ence of intangible assets or other
assets which do not have discern
ible market prices. Goodwill and
other unidentifiable intangible as
sets are difficult to value directly,
and measuring the fair values of
assets acquired for stock is easier
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if the fair value of the stock issued
is determinable. The excess of the
fair value of stock issued over the
sum of the fair values of the tan
gible and Identifiable intangible as
sets acquired less liabilities as
sumed then indicates the value
of unidentified intangible assets
(goodwill) acquired.

as the goodwill of the acquired
company. Since the terms are based
on the market prices of both stocks
exchanged, measuring the cost of
an acquired company by the mar
ket price of the stock issued may
result in recording acquired good
will at more or less than its fair
value if determined directly.

24. However, the fair value of
stock issued is not always objec
tively determinable.
A market
price may not be available for a
newly issued security or for securi
ties of a closely held corporation.
Even an available quoted market
price may not always be a reliable
indicator of fair value of consider
ation received because the number
of shares Issued is relatively large,
the market for the security is thin,
the stock price is volatile, or other
uncertainties influence the quoted
price. Further, the determinable
fair value of one security may not
necessarily Indicate the fair value
of another similar, but not identi
cal, security because their differ
ences effect the fair value—for
example, the absence of registra
tion or an agreement which re
stricts a holder’s ability to sell a
security may significantly affect its
fair value.

26. A related argument is that
the purchase method is improper
accounting for a business combina
tion in which a relatively large
number of shares of stock is issued
because it records the goodwill and
fair values of only the acquired
company. The critics of purchase
accounting say that each group of
stockholders of two publicly held
and actively traded companies eval
uates the other stock and the ex
change ratio for stock issued is
often predicated on relative market
values. The stockholders and man
agement of each company evaluate
the goodwill and fair values of the
other. Purchase accounting is thus
viewed as illogical because It re
cords goodwill and fair values of
only one side of the transaction.
Those who support this view prefer
that assets and liabilities of both
companies be combined at existing
recorded amounts, but if one side
is to be stated at fair values, they
believe that both sides should .be
recorded at fair values.

25. Those who oppose applying
the purchase method to some or
most business combinations effect
ed by stock also challenge the theo
retical merits of the method. They
contend that the goodwill acquired
is stated only by coincidence at the
fair value which would be deter
mined by direct valuation. The
weakness is attributed not to meas
urement difficulties (direct valua
tion of goodwill is assumed) but to
the underlying basis for an ex
change of shares of stock. Bar
gaining in that type of transaction
Is normally based on the market
prices of the equity securities.
Market prices of the securities ex
changed are more likely to be in
fluenced by anticipated earnings
capacities of the companies than by
evaluations of individual assets.
The number of shares of stock
issued in a business combination is
thus influenced by values attributed
to goodwill of the acquirer as well

27. Criticism of the purchase
method is directed not only to the
theoretical and practical problems
of measuring goodwill in combina
tions effected primarily by stock
but also to accounting for goodwill
after the combination. Intangible
assets acquired, Including goodwill,
often have indeterminate useful
lives, and alternative methods of
accounting are followed. Some cor
porations amortize the cost of ac
quired intangible assets over a
short arbitrary period to reduce
the amount of the asset as rapidly
as practicable, while others retain
the cost as an asset until evidence
shows a loss of value and then
record a material reduction in a
single period. Selecting an arbi
trary period of amortization is crit
icized because it may understate
net income during the amortization

period and overstate later income.
Retaining the cost as an asset is
criticized because it may overstate
net income before the loss of value
is recognized and understate income
in the period of write-off. Present
accounting for goodwill is cited as
an example of lack of uniformity
because selecting among alterna
tive methods is discretionary,
28. Pooling of Interests Method.
The more important arguments
expressing the advantages and dis
advantages of the pooling of in
terests method and some of the
practical difficulties experienced in
Implementing it are summarized in
paragraphs 29 to 41.
29. Validity of the concept—
Those who support the pooling of
interests concept believe that a
business combination arranged by
an issuance of common shares is
different from a purchase in that
no corporate assets are disbursed
to stockholders and the net assets
of the issuing corporation are en
larged by the net assets of the cor
poration whose stockholders accept
common stock of the combined cor
poration. There is no newly in
vested capital nor have owners
withdrawn assets from the group
since the stock of a corporation is
not one of its assets. Accordingly,
the net assets of the constituents
remain intact but combined; the
stockholder groups remain intact
but combined. Aggregate income
is not changed since the total re
sources are not changed. Conse
quently, the historical costs and
earnings of the separate corpora
tions are appropriately combined.
In a business combination effected
by exchanging stock, groups of
stockholders combine their re
sources, talents, and risks to form
a new entity which is designed to
carry on in combination the previ
ous businesses and to continue their
earnings streams. The sharing of
risks by the constituent stockholder
groups is an important element in
a business combination effected by
exchanging stock.
By pooling
equity interests, each group con
tinues to maintain risk elements
of its former investment and they
mutually exchange risks and bene
fits.

EXPOSURE DRAFT

30. A pooling of interests trans
action is regarded as being in sub
stance an arrangement among
stockholder groups. The fractional
Interests in the common enterprise
are reallocated—risks are rear
ranged among the stockholder
groups outside the corporate entity.
A fundamental concept of entity
accounting la that a corporation Is
separate and distinct from its
stockholders. Elected managements
represent the stockholders in the
bargaining to effect the combina
tion, but the groups of stockhold
ers usually agree on final terms in
the vote which approves or dis
approves a combination. Stock
holders sometimes disapprove a
combination proposed by manage
ment, and tender offers sometimes
succeed despite the opposition of
management.

31. Each stockholder group in
a pooling of interests is giving up
Its interests in assets formerly held
Is receiving back an interest in
some portion of the assets formerly
held in addition to an interest in
the assets of the other. The clear
est example of this type of com
bination is one in which both stock
holder groups surrender their
shares and receive in exchange
shares of a new corporation. The
fact that one of the corporations
usually issues Its shares in ex
change for those of the other does
not alter the substance of the
transaction. In a mutual exchange
of this sort it should be recognized
that the fair values of stocks that
are surrendered reflect the tangible
and intangible values as much as
those that are received in exchange.
32. Consistency with other concepts—Proponents of pooling of In
terests accounting point out that
the pooling theory was developed
within the boundaries of the his
torical coat system and is compat
ible with it. Accounting as a
Ung of interests for business
combinations arranged through the
issuance at common shares is based
on existing accounting concepts
and is not an occasion for revising
historical cost data. Both constit
uents usually have elements of ap
preciation and of goodwill which

are recognized and offset, at least
to some extent, in setting a share
exchange ratio. The bargaining
which takes place in setting an
exchange ratio usually reflects the
relative earning capacities (meas
ured by historical cost accounts)
of the constituents and frequently
gives recognition to the relative
market values of the two stocks,
which in turn reflects this earning
capacity, goodwill, or other values.
Accounting recognition is given
this bargaining by means of the
new number of shares outstanding
distributed in accordance with the
bargained ratio, which has a direct
effect on earnings per share after
the combination.

33. Usefulness of the concept—
Those who favor the pooling of in
terests method of accounting be
lieve that the economic substance
of a combination is best reflected
by reporting operations up to the
date of the exchange of shares
based on the same historical cost
information used to develop the
separate operating results of each
constituent and informative com
parison with periods prior to the
business combination is facilitated
by maintaining historical costs as
the basts of reporting combined
operations subsequent to the com
bination.
34. Application of the concept—
It has been observed that criteria
for distinguishing between a pool
ing and a purchase have eroded
over the years and that present
interpretations of criteria have led
to abuse. However, most account
anta who support the pooling con
cept believe that criteria can be
redefined satisfactorily to eliminate
abuses. It is their view that the
pooling of interests method of ac
counting for business combinations
is justifiable on conceptual grounds
and is a useful technique and there
fore should not be abolished.
35. The concept of a uniting or
fusing of stockholder groups nn
which pooling of Interests account
ing is based implies a broad appli
cation of the method because every
combination effected by issuing
stock rather than by disbursing
cash or incurring debt is potentially

9

a pooling of interests unless the
combination significantly changes
the relative equity interests. How
ever, so broad an application re
sults in applying the pooling of
interests method to numerous busi
ness combinations that many ob
servers, including some who favor
pooling of interests accounting,
agree should be accounted for by
the purchase method. Some pro
ponents of pooling of interests ac
counting support a restriction on
the difference in size of combining
interests because a significant shar
ing of risk cannot occur if one
combining Interest is minor or be
cause a meaningful mutual ex
change does not occur if the com
bination involves a relatively small
number of shares. Some others
believe that a size restriction would
aid in eliminating abuses of the
pooling method in practice. Other
proponents of the pooling of Inter
ests method, however, believe that
there Is no conceptional basis for a
size restriction and that establish
ing a size restriction would seri
ously Impair pooling of interests
accounting.

36. Defects attributed to pooling
of interests method—Those who
oppose the pooling of interests
method of accounting doubt that
the method is supported by a con
cept. In their view it has become
essentially a method of accounting
for an acquisition of a company
without recognising the current
fair values of the assets and good
will underlying the transaction.
The concept of a pooling of Inter
ests was described In general terms
in the past—for example, as a con
tinuity of equity interests or as a
combination of two or more inter
ests of comparable size. The de
scriptions tend to be contradictory.
For example, accountants do not
agree on whether or not relative
size is part of the pooling of in
terfits concept. Attempts to define
the concept in terms of broad cri
teria for applying the accounting
method have also been unsuccess
ful. At least, criteria which have
been given as general guides to be
weighed together rather than as
firm rules to be followed have not
achieved their purposes of clearly

009
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delineating business combinations
which are poolings of interests.
Indeed, many opponents of the
pooling of interests method of ac
counting believe that effective cri
teria cannot be found and that
applying the method without effec
tive criteria results in accounting
as a pooling of interests for numer
ous business combinations which
are clearly in economic substance
the acquisition of one company by
another.
37. Some critics point out that
the method was first applied to
combining interests of comparable
size and that pronouncements on
business combinations have never
sanctioned applying pooling of in
terests accounting to all or almost
all business combinations effected
by exchanging stock. All pro
nouncements have indicated that a
large disparity in the size of the
combining interests is evidence that
one corporation Is acquiring an
other. The context shows that the
90 percent and 95 percent examples
given in ARB No. 48 were intended
as illustrations of disparities in size
so large as to inhibit applying pool
ing of Interests accounting and
were not intended to be examples
of boundaries between the pooling
and purchase methods.

38. Other criteria restricting
application of pooling of interests
accounting, such as those pro
hibiting future disposals of stock
received In a combination and pro
viding for continuation of manage
ment, were added to the size re
striction.
Those criteria have,
however, tended to weaken the
concept of relative equality of the
uniting interests because they are
unilateral, that is, they are applied
only to the stockholders and man
agement of the “acquired" com
pany.
39. The most serious defect
attributed to pooling of interests
accounting by those who oppose It,
is that it does not accurately reflect
the economic substance of the busi
ness combination transaction. They
believe that the method ignores the
bargaining which results in the
combination and accounts only for
the amounts previously shown in
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accounts of the combining com
panies. The acquiring corporation
does not record assets and values
which usually influence the final
terms of the combination agree
ment with consequent effects on
subsequent balance sheets and in
come statements. The combined
earnings streams, which are said to
continue after a pooling of inter
ests, can continue unchanged only
If the cost of the assets producing
those earnings is identical for the
acquiring corporation and the ac
quired company. That coincidence
rarely occurs because the bargain
ing is based on current fair values
and not past costs.

40. Pooling of interests account
ing is also challenged because the
amount of assets acquired less lia
bilities assumed is determined with
out regard to the number of shares
of stock issued. The result doos not
reflect the presumption that a cor
poration issues stock only for value
received and, in general, the greater
the number of shares issued, the
larger the consideration to be re
corded.
41. Traditional principles of ac
counting for acquisitions of assets
encompass all business combina
tions because every combination is
effected by distributing assets, in
curring liabilities, issuing stock, or
some blend of the three. Those
who oppose the pooling of interests
method believe that a departure
from the traditional principles Is
justified only if evidence shows that
financial statements prepared ac
cording to other principles either
better reflect the economic signifi
cance of a combination or produce
a superior financial report. In their
opinion, the characteristics of a
business combination do not justify
departing from traditional prin
ciples of accounting to accommo
date the pooling of Interests
method.

OPINION
42. The Board finds merit in
both the purchase and pooling of
interests methods of accounting
and accepts neither method to the
exclusion of the other. The Board
concludes that the arguments in

favor of the purchase method of
accounting arc persuasive for most
business combinations but that they
are less persuasive if voting com
mon stock is issued to effect a com
bination of companies of relatively
the same size. The Board also con
cludes that arguments in favor of
the pooling of interests method of
accounting are persuasive if voting
common stock is issued to effect a
combination of companies of rela
tively the same size but less per
suasive if the combining companies
are of disparate size. Therefore,
the Board concludes that most busi
ness combinations should be ac
counted for by the purchase method
but that some combinations should
be accounted for by the pooling of
interests method. The two methods
are not alternatives in accounting
for the same business combination.
43. The Board believes that ac
counting for business combinations
will be improved significantly by
specifying the circumstances in
which each method should be ap
plied and the procedures which
should be followed In applying each
method. The distinctive conditions
which require pooling of interests
accounting are described in para
graphs 44 to 47, and combinations
involving all of those conditions
should be accounted for as de
scribed in paragraphs 48 to 62. All
other business combinations should
be treated as the acquisition of one
company by another and accounted
for by the purchase method as de
scribed in paragraphs 63 to 89.
44. Conditions for Pooling of In
terests Method. A business com
bination which meets all of the
conditions specified and explained
in paragraphs 45 to 47 should be
accounted for by the pooling of in
terests method. The conditions are
classified by (1) attributes of the
combining companies, (2) the man
ner of effecting the combining
transaction, and (3) the absence of
planned transactions.

45. Combining companies — The
two conditions in this group relate
to certain attributes of the combin
ing companies, either individually
or in relation to each other.
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Each combining company has
been an active, independent
company for at least two
years before the plan of com
bination is initiated.
This condition means that each
company is not or has not been
within the preceding two years a
subsidiary or division of another
corporation.
A plan of combination is Initiated
on the earlier of the date that a
plan is announced or the date that
stockholders of a combining com
pany are notified in writing of an
exchange offer.
b. Each combining company is
not less than one-third the
size of each other combining
company, that is. each com
pany is not more than three
times the size of each of the
other combining companies.

The size of a combining company
measured by its voting common
is
sto
ck ownership interest at the date
the plan of combination is consum
mated. To compare sizes of com
bining companies, the number of
shares of outstanding voting com*
mon stock of each company is ex*
pressed Ln terms of an equivalent
number of shares of common stock
of the resulting combined corpora
tion. The equivalent number of
shares of the combined corporation
for each combining company is the
number of shares that would be
received by its stockholders if all
of its outstanding voting common
stock were exchanged in the com
bination.

For the size computations, the vot
ing common stock ownership inter
est of a combining company in
cludes the number of shares of
common stock outstanding at the
date the plan of combination is
consummated plus those shares of
stock of that company which were
previously outstanding during the
led beginning two years preced
ing the date the combination is
Initiated but were exchanged for a
convertible debt security, convert
ible preferred stock, or other secur
ity which has the right to become
common stock, all as restated in

terms of its current outstanding
stock.
46. Combining transaction—The
six conditions in this group relate
to the manner of effecting the com
bination.
a. The combination is effected in
a single transaction or is com
pleted in accordance with a
specific plan within one year
after the plan is Initiated.
Alteration of the terms of exchange
constitutes initiation of a new plan
of combination.

A business combination completed
in more than one year from the date
of initiation of a plan meets this
condition if the delay is beyond the
control of the combining companies
because proceedings of a regulatory
authority or litigation prevents
completing the combination.
b. A corporation offers and Is
sues only common stock with
rights Identical to thou of the
majority of its outstanding
voting common stock in ex
change for substantially all
of the voting common stock
Interest of another company
at the date the plan of com
bination is consummated.
The plan to issue voting common
stock in exchange for voting com
mon stock may include provisions
to distribute cash or other con
sideration for fractional shares,
for shares held by dissenting stock
holders, and the like but may not
Include a pro rata distribution of
cash or other consideration. How
ever, the total distributions of cash
or other consideration may not
exceed the limits described in the
explanations of this condition.
An exchange of substantially all of
the voting common stock for this
condition means that 90 percent
or more of the outstanding common
stock of a combining company is
exchanged between the dates the
plan of combination is initiated and
consummated5 for the voting com
mon stock issued by another corpo
ration (issuing corporation) to
effect the combination. However,
90 percent of the outstanding com
mon stock of a combining company
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is compared with the number of
shares of stock exchanged for com
mon stock reduced by the effects of
certain treasury stock transactions
and intercorporate investments in
the stock being Issued to. effect the
combination. Reductions relate to
shares of common stock of the cor
poration Issuing stock to effect the
combination which are
(i) held as an investment by
the other combining com
pany at the date the plan
of combination is initiated.
(ii) acquired by the other com
bining company after the
date the plan of combina
tion is Initiated, and

(iii.) acquired as treasury stock
by the issuing corporation
after the date the plan of
combination is initiated.6
The number of shares of stock of
the issuing corporation in the three
categories are restated as the equiv
alent number of shares of the other
combining company determined by
the ratio of exchange of stock and
the total is deducted from the num
ber of shares of stock of the com
bining company which are ex
changed. Condition (b) is not met
if the reduced number of shares of
stock exchanged is less than 90
percent of the outstanding common
stock interest of the company at
5The shares of common stock ex
changed between the two dates does
not include shares of common stock
of a combining company acquired by
ths Issuing corporation before and
held at the data the plan of combina
tion is initiated, regardless of the
form of consideration. Common stock
held at March 1, 1970 results in an
exception to the 90 percent minimum
exchange and is explained in para
graph 118.
6The number of shares of treasury
stock excludes those shares which a
corporation acquired for purposes
other than business combinations, such
ns stock option and compensation
plans, providing (1) the stock is ac
quired under a systematic pattern of
stock reacquisitions established at
least two years before the plan of

combination is initiated and (2) the
number of shares is reasonable in
relation to the number of shares re
acquired before the plan of combina
tion is initiated.
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the date the plan of combination is
consummated.7
The 90 percent minimum exchange
applies to each combining company
except the corporation that issues
stock to effect the business com
bination. If a corporation issues
stock for the stock of more than
one combining company, a reduc
tion for treasury stock acquired by
the issuing corporation (ill above)

should be allocated to the ex
changed shares of each combining
company in proportion to the total
number of shares of stock the issu
ing corporation could potentially
issue in the combination.
A new corporation formed to issue
its stock to effect the combination
of two or more companies meets
condition (b) if (1) the number of

7Computation of the 90 percent minimum exchange may be illustrated by
an example.

Corporation A and Corporation B each have 20,000 shares of voting common
stock outstanding on January 22, 1977. On that data Corp. A and Corp.
B Initiate a plan to combine by an exchange of one share of common
stock of Corp. A for each two shares of common stock of Corp. B.
Corp, A issues 9,600 shares of its common stock to holders of 19,200 shares
of Corp. B common stock on November 13, 1977, Corp, A pays cash for
fractional shares equivalent to 100 shares of Corp. B common stock.
Other information:
-Corp. A acquired 300 shares of Corp, B common stock for stock in 1971.
Corp. B bought 200 shares of Corp, A common stock for cash in 1976
Both investments are held on January 22, 1977. Corp. B bought 100
shares of Corp. A common stock for cash on July 19, 1977.
-Both companies regularly reacquire common stock for compensation
plans. Corp. A has reacquired 500 shares each year from 1973 to 1976;
Corp. B has reacquired 300 shares each year from 1971 to 1976. Corp. A
reacquired 390 shares on June 4, 1977 and 600 shares on August 27, 1977,
and Corp. B reacquired 200 shares on May 4, 1977.
No. of
Shares

Computations for condition (b):
Common stock of Corp. B outstanding on November 13. 1977—
Outstanding on date plan of combination is initiated
Treasury stock acquired on May 4, 1977
Outstanding on date plan Is consummated

90 percent

20,000
200

19,800
17,820

Common stock of Corp. B acquired in exchange for voting common stock
of Corp. A (excludes 100 shares acquired for cash, 300 shares acquired
before date plan is initiated, and 200 shares remaining outstanding as
minority interest)
19,200
Reduced by—
Common stock of Corp. A held by Corp. B at date
plan is initiated, restated as equivalent number of
Corp, B shares tn ratio of 2 to 1 (200 x 2)
400
Common stock of Corp. A acquired by Corp. B after
date plan is initiated, restated as equivalent number
of Corp. B shares in ratio of 2 to 1 (100 x 3)
200
Common stock of Corp. A acquired as treasury stock.
less shares regularly reacquired for compensation, re
stated as equivalent number of Corp. B shares in ratio
of 3 to 1 [(890 — 500) x 2]
780

1,380

Computed number of shares of common stock for
comparison with 90 percent minimum

17.820

The shares acquired in exchange for voting common stock
of Corp. A equals at least 90 percent of the outstanding
voting common stock interest of Corp. B at the date the
plan Is consummated. The condition that substantially all
shares are exchanged is met.

shares of each company exchanged
to effect the combination is not less
than 90 percent of its voting com
mon stock outstanding at the date
the combination is consummated
and (2) condition (b) would have
been met had any one of the com
bining companies issued its stock
to effect the combination on essen
tially the same basis. Several
separate computations may be re
quired for provision (2)—each of
the combining companies in turn
should be assumed to have issued
stock to effect the combination.
The assumed exchange of stock
should be based on the ratios of
exchange of stock of the individual
companies for that of the new cor
poration. Each separate computa
tion should recognize the applicable
reductions in categories (1), (ii),
and (iii). A combination effected
through a new corporation meets
provision (2) If at least one of the
existing combining companies could
have satisfied condition (b) by
issuing its stock.
Condition (b) relates to issuing
common stock for the common
stock interests in another company.
Hence, a corporation issuing stock
to effect the combination may as
sume the debt securities of the
other company or may exchange
substantially identical securities or
common stock for debt and other
outstanding equity securities of the
other combining company. An issu
ing corporation may also distribute
cash to holders of debt and equity
securities that either are callable
or redeemable and may retire those
securities.

A business combination effected by
a transfer of the net assets of a
company may meet condition (b)
providing all of the net assets of
the company at the date the plan
is consummated are transferred
for stock of the issuing corporation.
The combining company may retain
temporarily cash, receivables, or
marketable securities to settle lia
bilities. contingencies, or items in
dispute if the plan provides that the
assets remaining after settlement
are to be transferred to the corpo
ration issuing the stock to effect the
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combination, The stock issued to
effect the combination must be all
common stock unless both preferred
and common stocks of the other
combining company are outstand
ing at the date the plan is consum
mated. If so, the combination may
be effected by issuing all common
stock or by issuing common and
preferred stock in the same pro
portions as the outstanding common
and preferred stock equities of the
other combining company, In addi
tion, certain transactions in com
mon stock of the combining com
panies are considered to affect the
issue of stock to measure the con
dition on the same basis as an
exchange of stock, First the total
number of shares of common stock
issued to effect the combination
should be divided between those
applicable to the preferred stock
equity and those applicable to the
common stock ownership interest
in the combining company If both
types of securities are outstanding.
Second, the number of shares of
co
mmon stock applicable to the
common stock ownership interest
should be reduced for specified in
tercorporate investments and cer
tain treasury stock transactions of
the issuing corporation. Reductions
comprise:
Shares of common stock of the
corporation issuing stock to effect
the combination which are

fi) held as an investment by
the other combining com
pany at the date the plan
of combination is initiated,

(ii) acquired by the other com
bining company after the
date the plan of combina
tion is initiated, and
(iii) acquired as treasury stock
by the issuing corporation
after the date the plan of
combination is initiated8
and shares of common stock of
the combining company held as
an investment by the issuing cor
poration at the date the plan of
mbination is Initiated but re
co
stated as a number of shares of
the issuing corporation based on
the ratio of the number of Out
8Note 6, page 11.

standing shares of common stock
of the combining company at the
date the plan is consummated to
the number of shares of common
stock issued to transfer the as
sets which are applicable to the
common stock ownership in
terest.
The reduced number of shares of
stock must equal 90 percent or
more of the number of shares issued
for the common stock ownership
interest of the combining company
to meet condition (b) .9
c. The relative Interests of Indi
vidual common stockholders
in each of the combining com
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panies are not realigned by
the exchange of securities to
effect the combination.
This condition means that each in
dividual common stockholder of
each combining company receives
a voting common stock interest ex
actly in proportion to his relative
common stock interest before the
combination is effected. Thus no
common stockholder Is denied or
surrenders his potential share of a
voting common stock interest In a
combined corporation.
d. The voting rights to which
the common stock ownership
interests in the resulting com

9An example of the computation assumes facts similar to those in note 7.

Corporation C and Corporation D each have 20,000 shares of voting common
stock outstanding on January 22, 1977. On that date Corp, C and Corp. D
initiate a plan to combine by a transfer of the net assets of Corp. D to
Corp. C in exchange for 10,000 shares of common stock of Corp. C.

Corp. C Issues 10,000 shares of its common stock to Corp. D on November
13, 1977.
Other information:
-Corp. C acquired 300 shares of Corp. D common stock for stock In 1971.
Corp, D bought 200 shares of Corp. C common stock for cash in 1976. Both
Investments are held on January 22, 1977. Corp. D bought 100 shares of
Corp. C common stock for cash on July 19, 1977.
-Both companies regularly reacquire common stock tor compensation plans.
Corp. C has reacquired 500 shares each year from 1973 to 1976; Corp. D
has reacquired 300 shares each year from 1971 to 1976. Corp, C reacquired
290 shares on June 4, 1977 and 600 shares on August 27, 1977, and Corp. D
reacquired 200 shares on May 4, 1977.
No. of
Shares
Computations for condition (b):

Common stock of Corp. C issued on November 13, 1977

10,000

9,000

90 percent
Common stock of Corp. C issued for net assets of Corp. D
Reduced by—

10,000

Common stock of Corp. C held by Corp. D at date plan is
initiated

200

Common stock of Corp. C acquired by Corp. D after date
plan is initiated

100

Common stock of Corp. C acquired as treasury stock, less
shares regularly reacquired for compensation (890—800)

390

Common stock of Corp. D held by Corp. C at date plan is
initiated, restated as equivalent number of Corp. C shares
In ratio of 1.88 to 1 based on 19,800 shares of Corp. D
stock outstanding on date plan is consummated (300 ÷ 1.98)

152

Computed issue of shares of common stock for comparison
with 90 percent minimum

842

9,158

The reduced shares issued for the transfer of all net assets equals at least
90 percent of the shares Issued and the condition is met.
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bined corporation are entitled
are exercisable by the stock
holders; the stockholders are
neither deprived nor re
stricted in exercising those
rights for a period.

This condition is not met, for ex
ample. if shares of common stock
issued to effect the combination
are transferred to a voting trust.
e, A combining company other
than the corporation issuing
stock to effect the combina
tion distributes no more than
normal dividends and re
acquires no more than a nor
mal number of shares of
common stock after the date
the plan of combination is
initiated.

The normality of dividends is de
termined in relation to earnings
during the period and to the previ
ous dividend policy for purposes of
this condition. The normal number
of shares of stock reacquired is
determined by the pattern of reacquisitions of stock before the
plan is Initiated.
f. The combination is resolved
at the date the plan is con
summated and no provisions
of the plan relating to the
issue of securities or other
consideration are pending.

This condition means that (1) the
combined corporation does not
agree to contingently issue addi
tional shares of stock or distribute
other consideration at a later date
to the former stockholders of a
combining company or (2) the com
bined corporation does not issue
or distribute to an escrow agent
common stock or other considera
tion which is to be either trans
ferred to common stockholders or
returned to the corporation at the
time the contingency Is resolved.
An exception to this condition is a
provision that the number of shares
of common stock Issued to effect
the combination may be revised for
the later settlement of a contin
gency at a different amount than
that recorded by a combining com
pany.

47. Absence of planned transac
tions—The three conditions in this
group relate to certain future trans
actions.
a. The combined corporation
does not agree directly or in
directly to retire or reacquire
all or part of the common
stock issued to effect the com
bination.
b. The combined corporation
does not enter into other
financial arrangements for
the benefit of the former
stockholders of a combining
company, such as a guaranty
of loans secured by stock is
sued In the combination,
which in effect negates the
exchange of equity securities.
c. The combined corporation
does not intend or plan to dis
pose of a significant part of
the assets of the combining
companies within two years
after the combination except
to eliminate duplicate facili
ties or excess capacity and
those assets that would have
been disposed of in the ordi
nary course of business of the
separate company.
Pooling of interests
Method of Accounting

48. A
business
combination
which meets all of the conditions
in paragraphs 44 to 47 should be
accounted for by the pooling of
interests method. Appropriate pro
cedures are described in paragraphs
49 to 62.
49. Assets and Liabilities Com
bined. The recorded assets and lia
bilities of the separate companies
generally become the recorded
assets and liabilities of the com
bined corporation. The combined
corporation therefore recognizes
those assets and liabilities recorded
in conformity with generally ac
cepted accounting principles by the
separate companies at the date the
combination is consummated.
30. The combined corporation
records the historical-cost based
amounts of the assets and liabilities
of the separate companies because
the existing basis of accounting

continues. However, the separate
companies may have recorded as
sets and liabilities under differing
methods of accounting and the
amounts may be adjusted to the
same basis of accounting if the
change would otherwise have been
appropriate for the separate com
pany. A change in accounting
method to conform the individual
methods should be applied retro
actively, and financial statements
presented for prior periods should
be restated.

51. Stockholders' Equity Com
bined. The stockholders' equities
of the separate companies are also
combined as a part of the pooling
of interests method of accounting.
The combined corporation records
as capital the capital stock and
capital in excess of par or stated
value of outstanding stock of the
separate companies. Similarly, re
tained earnings or deficits of the
separate companies are combined
and recognized as retained earn
ings of the combined corporation.
The amount of outstanding shares
of stock of the combined corpora
tion at par or stated value may ex
ceed the total amount of capital
stock of the separate combining
companies; the excess should be
deducted first from the combined
other contributed capital and then
from the combined retained earn
ings. The combined retained earn
ings could be misleading if shortly
before or as a part of the combina
tion transaction one or more of the
combining companies adjusted the
elements of stockholders' equity to
eliminate a deficit: therefore, the
elements of equity before the ad
justment should be combined.
52. A corporation which dis
tributes treasury stock to effect a
combination accounted for by the
pooling of Interests method should
first account for the effective re
tirement of those shares of stock
at the time of their distribution.
The issuance of the shares for the
common stock interests of the com
bining company is then accounted
for the same as the issuance of
previously unissued shares.
53. Accounting
for
common
stock of one of the combining com-
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panics which is held by another
combining company at the date a
combination is consummated de
pends on whether the stock is the
same as that which is issued to
effect the combination or is the
same as the stock which is ex*
changed in the plan of combination.
An intercorporate investment of a
combining company in the common
stock of the corporation issuing
additional stock in a combination
is in effect returned to the resulting
combined corporation in the com
bination. The combined corporation
should account for the investment
as treasury stock. In contrast, an
intercorporate investment in the
common stock of other combining
companies (not the one issuing
stock in the combination) is an
investment in stock that is ex*
changed in the combination for the
common stock issued. The stock
in that type of intercorporate in
vestment is in effect eliminated in
the combination. The combined
corporation should account for that
investment as stock retired as part
of the combination.

54. Reporting Combined Opera
tions. A corporation which applies
the pooling of interests method of
accounting to a combination should
report results of operations for the
period in which the combination
occurs as though the companies
had been combined as of the begin
ning of the period. Results of
operations for that period thus
comprises those of the separate
companies from the beginning of
the period to the date the combina
tion is consummated and those of
the combined operations from that
date to the end of the period. A
combined corporation should dis
close in notes to financial state
ments the revenue, extraordinary
items, and net income of each of
the separate companies from the
beginning of the period to the date
the combination is consummated.
The information relating to the
separate companies may be as of
the end of the interim period near
est the date that the combination
is consummated.
55. Similarly, balance sheets and
other financial Information of the

15

separate companies as of the be
ginning of the period should be
presented as though the companies
had been combined at that date.
Financial statements and financial
information of the separate com
panies presented for prior years
should also be restated on a com
bined basis to furnish comparative
information. All restated financial
statements and financial summaries
should indicate clearly that finan
cial data of the previously separate
companies are combined.

the pooling of Interests method of
accounting would have been in
appropriate (paragraph 47) if the
combined corporation were commit
ted or planned to dispose of a
significant part of the assets of one
of the combining companies. The
Board therefore concludes that a
combined corporation should dis
close separately a profit or loss re
sulting from the disposal of a sig
nificant part of the assets of the
previously separate companies, pro
viding

56. Expenses Related io Com
bination. All expenses related to
effecting a business combination
accounted for by the pooling of in
terests method should be deducted
in determining the net income of
the resulting combined corporation
tor the period in which the ex
penses are incurred. Thus, all costs
to effect the combination and inte
grate the operations are expenses
of the combined corporation and
are not direct reductions of stock
holders' equity. Those expenses
include, for example, registration
fees, coats of furnishing informa
tion to stockholders, fees of finders
and consultants, salaries and other
expenses related to services of em
ployees, and costs and losses of
combining operations of the previ
ously separate companies and in
stituting efficiencies.

the profit or loss is material in
relation to the net income of the
combined corporation and
the disposition is within two
years after the combination is
consummated.
The disclosed profit or loss, less
applicable income tax effect, should
be classified as an extraordinary
item unless the disposals are part
of customary business activities of
the combined corporation.
59. Date of Recording Combina
tion. A business combination ac
counted for by the pooling of inter
ests method should be recorded as
of the date the combination is
consummated.
Therefore,
even
though a business combination Is
consummated before one or more
of the combining companies first
issues its financial statements as
of an earlier date, the financial
statements should be those of the
combining company only and not
those of the resulting combined
corporation. A combining company
should, however, disclose in notes
to financial statements the sub
stance of a combination consum
mated before financial statements
are Issued and the effects of the
combination on reported financial
position and results of operations
(paragraph 62). Earlier financial
statements of the separata com
panies should be combined to pre
sent comparative financial state
ments in reports of the resulting
combined corporation dated after a
combination is consummated.
60. A corporation may have ac
quired common stock of another
combining company as part of a
business combination which has
been initiated but not consummated

57, Disposition of Assets After
Combination. A combined corpora
tion may dispose of those assets
of the separate companies which
are duplicate facilities or excess
capacity in the combined opera
tions. Losses or estimated losses
on disposal of specifically identified
duplicate or excess facilities should
be deducted in determining the net
Income of the resulting combined
corporation. However, a loss esti
mated and recorded while a facility
remains in service should not in
clude the portion of the cost that
is properly allocable to anticipated
future service of the facility.
58. Profit or loss on other dis
positions of assets of the previously
separate companies may require
special disclosure. Specific treat
ment of a profit or loss on those
dispositions is warranted because
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as of the date of financial state
ments. The corporation should re
cord as an investment the common
stock of the other combining com
pany acquired before the statement
date. Common stock acquired by
disbursing cash or other assets or
by Incurring liabilities should be
recorded at cost. Stock acquired
in exchange for common stock of
the Issuing corporation should,
however, be recorded at the pro
portionate share of underlying net
assets as recorded by the other
company at the date acquired if
the corporation expects the com
bination to meet the conditions
requiring the pooling of interests
method of accounting. Until the
appropriate method of accounting
for the combination is known, the
investment and net income of the
investor corporation should include
the proportionate share of earnings
or losses of the other company.

61. Disclosure of a Combination.
A combined corporation should dis
close in its financial statements that
a combination which la accounted
for by the pooling of interests
method occurred during the period.
The basis of current presentation
and restatements of prior periods
may be disclosed in the financial
statements by captions or by refer
ences to notes.
62. Notes to financial state
ments of a combined corporation
for the period tn which a business
combination is accounted for by the
pooling of Interests method should
disclose the following:

a. Name and brief description
of the companies combined,
except a corporation whose
name is carried forward to
the combined corporation.
b. Description and number of
shares of stock issued in the
business combination.
c. Method of accounting for the
combination—that is, by the
pooling of Interests method.
d. Details of the results of op
erations of the previously
separate companies for the
period before the combination
is consummated that are in
cluded in the current com
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bined net income (paragraph
54). The details should in
clude revenue, extraordinary
items, net income, and other
changes
in
stockholders'
equity.
e. Descriptions of the nature of
adjustments of net assets of
the combining companies to
adopt the same accounting
practices and of the effects
of the changes on net income
reported previously by the
separate companies (para
graph 50).
f. Details of an Increase or de
crease in retained earnings
from changing the fiscal year
of a combining company. The
details should Include at least
revenue, expenses, extraordi
nary items, net income and
other changes in stockhold
ers' equity.
g. Reconciliations of amounts of
revenue and earnings previ
ously reported by the corpo
ration that issues the stock
to effect the combination with
the combined amounts cur
rently presented in financial
statements and summaries.
A new corporation formed to
effect a combination may In
stead disclose the earnings
of the separate companies
which
comprise
combined
earnings for prior periods.
h. Details of the effects of a
business combination consum
mated before the financial
statements are issued but
either incomplete as of the
date of the financial state
ments or initiated after that
date (paragraph 59). The
details should include reve
nue, not income, earnings per
share, and the effects of anti
cipated changes in accounting
methods as if the combina
tion had been consummated
at the date of the financial
statements (paragraph 50).
The information disclosed in notes
to financial statements should also
be furnished on a pro forma basis
in materials on a proposed business
combination which is given to stock
holders of combining companies.

Purchase Method of
Accounting

63. Principles of Historical-Cost
Accounting. Accounting for a busi
ness combination by the purchase
method should follow principles
normally applicable under histori
cal-cost accounting to recording
acquisitions of assets and issuances
of stock and to accounting for as
ets and liabilities after acquisition.
64. Acquiring assets—The gen
eral principles to apply the histori
cal-cost basis of accounting to an
acquisition of an asset depend on
the nature of the transaction:
a. An asset acquired by ex
changing cash or other cor
porate assets is recorded at
cost—that is, at the amount
of cash disbursed or the fair
value10 of other assets dis
tributed.
b. An asset acquired by incur
ring liabilities is recorded at
cost—that is, at the present
value of the amounts to be
paid.

c. An asset acquired by issuing
shares of stock of the acquir
ing corporation is recorded at
the fair value of the asset
received—that is shares of
stock issued are recorded at
the fair value of the consid
eration received for the stock.
The basis of accounting is that
which is given (assets distributed
or liabilities incurred) in the first
two principles but that which is
received in the third principle be
cause a corporation issues stock to
recognize equity contributions by
owners.
65. The general principles must
be supplemented to apply them in
certain transactions. Thus, the fair
value of an asset received for stock
issued may not be reliably deter
minable, or the fair value of an
asset acquired in an exchange may
be more reliably determinable than

10In general, fair value implies a
result equivalent to that of a cash
transaction. That is. the fair values
of assets received or distributed are
approximately the amounts of cash
that would have been paid or received
between independent parties.
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the fair value of a noncash asset
given up. Restraints on measure
ment have led to the practical rule
that assets acquired for other than
cash, including shares of stock is
sued, should be stated at "cost”
when they are acquired and “cost
may be determined either by the
fair value of the consideration
given or by the fair value of the
property acquired, whichever is the
more clearly evident".11 “Cost" la
the term accountants apply to the
amount at which an entity records
an asset at the date It is acquired
whatever its manner of acquisition,
and that "cost" forms the basis for
historical-cost accounting.

66. Allocating cost — Acquiring
assets in groups requires not only
ascertaining the cost of the assets
as a group but also allocating the
cost to the individual assets which
comprise the group. The cost of a
group is determined by the prin
ciples described in paragraphs 64
and 65. The cost of the group is
of
ten assigned to the individual as
sets acquired on the basis of the
fair value of each. A difference
between the sum of the fair values
of the tangible and identifiable In
tangible assets acquired less liabili
ties assumed and the cost of the
group is evidence of unspecified in
tangible values.
67, Accounting after acquisi
tion—The nature of an asset and
not the manner of its acquisition
determines an acquirer’s subsequent
accounting for the cost of that
asset. The basis for measuring the
cost of an asset—whether amount
of cash paid, fair value of an asset
received or given up, amount of a
liability incurred, or fair value of
stock issued—has no effect on the
subsequent accounting for that
cost, which is retained as an asset,
depreciated, amortized, or other
wise matched with revenue.
68. Acquiring Corporation. A
corporation which distributes cash
and other assets or incurs liabilities
obtain the assets or stock of
11ARB No. 24, the substance was
retained in slightly different words in
Chapter 8 of ARB No. 43 and ARB
No. 48.

another company Is clearly the ac
quirer, The identities of the ac
quirer and the acquired company
are usually evident in a business
combination effected by the Issue
of stock. The acquiring company
normally Issues the stock and com
monly is the larger company. The
acquired company may, however,
survive as the corporate entity,
and the nature of the negotiations
sometimes clearly Indicate that a
smaller corporation acquires a
larger company. If a new corpora
tion is formed to Issue stock to
effect a business combination to be
accounted for by the purchase
method, one of the existing com
bining companies should be con
sidered the acquiror. The Board
concludes that presumptive evi
dence of the acquiring corporation
in combinations effected by an ex
change of stock is obtained by
identifying the former common
stockholder interests of a combin
ing company which either retain or
receive the larger portion of the
voting rights in the combined cor
poration. That corporation should
be treated as the acquirer unless
other evidence clearly indicates
that another corporation Is the
acquirer.
69. Determining Cost of an Ac
quired Company, The same ac
counting principles apply to deter
mining the cost of assets acquired
individually, those acquired in a
group, and those acquired in a busi
ness combination. A cash payment
by a corporation measures the cost
of acquired assets lass liabilities
assumed. Similarly, the fair values
of other assets distributed, such as
marketable securities or properties,
and the fair value of liabilities in
curred by an acquiring corporation
measure the cost of an acquired
company. The present value of a
debt security represents the fair
value of the liability, and a pre
mium or discount should be re
corded for a debt security Issued
with an interest rate fixed mate
rially above or below the rate for
an otherwise comparable security.
70. The distinctive attributes of
preferred stocks make some issues
similar to a debt security while
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others possess common stock char
acteristics, with many gradations
between the extremes. Determin
ing cost of an acquired company
may be affected by those character
istics. For example, the fair value
of a nonvoting, nonconvertible pre
ferred stock which lacks character
istics of common stock may be de
termined by comparing the specified
dividend and redemption terms
with comparable securities and by
assessing market factors. Thus al
though the principle of recording
the fair value of consideration re
ceived for stock issued applies to
all equity securities, senior as well
as common stock, the cost of a com
pany acquired by issuing senior
equity securities may be determined
in practice on the same basis as for
debt securities.
71. The quoted market price of
an equity security issued to effect
a business combination may be used
to approximate the fair value of an
acquired company if that market
price represents fair value (para
graph 65). If, however, the relia
bility of the quoted market price
of stock, either preferred or com
mon, as an indicator of fair value
is in doubt (paragraph 24), an
estimate of the consideration re
ceived is required even though
measuring directly the fair values
of assets received is difficult Both
the consideration received, includ
ing goodwill, and the extent of the
adjustment of the quoted market
price of the stock issued should be
weighed to determine the fair value
to be recorded. All aspects of the
acquisition, including the negotia
tions, should be studied, and inde
pendent appraisals may be used as
an aid in determining the fair value
of securities issued. Consideration
other than stock distributed to
effect an acquisition may provide
evidence of the total fair value
received.
72. The cost of a company ac
quired either by disbursing cash
or other assets, Incurring debt, or
Issuing stock includes the direct
costs of acquisition. However, in
direct and genera! expenses related
to acquisitions are deducted as in
curred in determining net income.
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73. Controlling interests—The
principles of determining the cost
of an acquired company described
in paragraphs 69 to 72 also apply
to the cost of a controlling interest
in a company. A corporation may
acquire a controlling interest but
not the entire ownership interest
of another company, The acquiring
corporation should determine a fair
value of the acquired company on
the same basis as an acquired in
terest of 100 percent and record
the cost of the assets acquired, in
cluding goodwill, and liabilities as
sumed on the basis of that fair
value. The minority interest in
the acquired company should be
reflected at the fair value at the
date the corporation acquires con
trol.
74. If a corporation acquires
control of another company by
purchasing or exchanging securi
ties at various dates, it in effect
acquires the other company when
the total investment constitutes
control and should then account for
the acquisition. Investments be
fore control is achieved are classi
fied as intercorporate investments,
The fair value of the acquired com
pany should be computed when the
investment becomes a controlling
interest.
75. Contingent Consideration. A
business combination agreement
may provide for the issuance of
additional shares of a security or
the transfer of cash or other con
sideration contingent on specified
events or transactions in the future.
Some agreements provide that a
portion of the consideration be
placed in escrow to be distributed
or to be returned to the transferor
when specified events occur. Either
debt or equity securities may be
placed in escrow, and amounts
equal to interest or dividends on
the securities during the contin
gency period may be paid to the
escrow agent.
76. The Board concludes that the
consideration for an acquired com
pany which is recorded at the date
of acquisition should be cash and
other assets distributed and securi
ties issued unconditionally at that
date. Consideration which is issued
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or issuable at the expiration of the
contingency period or which is held
in escrow pending the outcome of
the contingency should be disclosed
but not recorded as a liability or
shown as outstanding securities un
til the outcome of the contingency
is determinable beyond reasonable
doubt. An issue or distribution of
securities or other consideration
should then be recorded retroac
tively as of the date of acquisition
and financial statements of inter
vening periods should be restated
appropriately. In general, addi
tional consideration at resolution
of contingencies based on earnings
should result in an additional ele
ment of cost of an acquired com
pany, but additional consideration
at resolution of contingencies based
on security prices has no effect on
the recorded cost of an acquired
company,
77. Contingency based on earn
ings—Additional consideration may
be contingent on maintaining or
achieving specified earnings levels
In future periods. On a later date
when the earnings level indicates
beyond reasonable doubt that addi
tional consideration will be distri
butable. the acquiring corporation
should record the current fair value
of the consideration issued or issu
able. The cost of the acquired com
pany should be retroactively in
creased by the amount of the ad
ditional consideration, and amor
tization and depreciation of costs
of affected assets should be restated
in financial statements presented
for prior periods.*
78. Contingency based on secur
ity prices—Additional consideration
may be contingent on the market
price of a specified security issued
to effect a business combination.
Unless the price of the security at
least equals the specified amount
on a specified date or dates, the
acquiring corporation is required
to issue additional equity or debt
securities or transfer cash or other
assets sufficient to make the cur
rent fair value of the total con
sideration equal to the specified
amount. The securities issued un-

*This provision effectively amends
paragraph 62 of APB Opinion No. 15.

conditionally at the date the com
bination is consummated should be
recorded at that date at the speci
fied amount. On a later date when
market prices Indicate beyond rea
sonable doubt that additional con
sideration will be distributable, the
acquiring corporation should record
the current fair value of the addi
tional consideration issued or issu
able. However, the amount previ
ously recorded for securities issued
at the date of acquisition should
simultaneously be reduced retro
actively to the lower fair value of
those securities at the date the
additional securities are recorded;
the cost of the acquired company
Is therefore not affected by the
contingency provision. Reducing
the value of debt securities previ
ously issued to their later fair value
results In recording at a discount
those debt securities and additional
debt securities issued. The discount
should be amortized from date-the
securities are issued, retroactively
for the debt securities issued origi
nally.
79. Interest or dividends during
contingency period—Amounts paid
to an escrow agent representing in
terest and dividends on securities
held in escrow should be accounted
for according to the accounting for
the securities. That is, until the dis
position of the securities in escrow
is determinable beyond reasonable
doubt payments to the escrow
agent should not be recorded as
interest expense or dividend distri
butions. Interest expense and divi
dends should be recorded retroac
tively for the prior periods if the
escrow securities are distributed
later to former stockholders of the
acquired company.

80. Tax effect of imputed inter
est—A tax reduction resulting from
imputed interest on contingently
issuable stock reduces the fair value
recorded for contingent consider
ation based on earnings and in
creases additional capital recorded
for contingent consideration based
on security prices.
81. Compensation in contingent
agreements—The substance of some
agreements for contingent consid
eration is to provide compensation
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for services or use of property, and
-the additional consideration given
should be accounted for as expenses
of the appropriate periods.
82. Recording Assets Acquired
and Liabilities Assumed. An ac
quiring corporation should allocate
the cost or fair value of an acquired
company, determined by applying
paragraphs 69 to 81, to the assets
acquired and liabilities assumed. Al
location should follow the principles
described in paragraph 66.
First, all identifiable assets ac
quired, either individually or by
type, and liabilities assumed in a
business combination should be
recorded at their fair values at
date of acquisition whether or
not shown in the financial state
ments of the acquired company,
Second, the difference between
the cost of the acquired company
and the sum of the fair values
of the Identifiable assets acquired
lees liabilities assumed should be
recorded as goodwill. The market
or appraisal values of identifiable
assets acquired less liabilities as
sumed may sometimes exceed the
cost of the acquired company. If
so, the values otherwise assign
able to noncurrent assets ac
quired (except long-term invest
ments in marketable securities)
should be reduced by a propor
tionate part of the excess to de
termine the fair values: so-called
"negative goodwill" should not
be recorded unless those assets
are reduced to zero value.
Thereafter, assets and liabilities
should be accounted for in the
same manner as similar assets
and liabilities, that is. as receiv
ables, inventories, depreciable as
sets. liabilities to pay cash, and
so forth.
Independent appraisals may be used
as an aid in determining the fair
values of some assets and liabilities.
The effect of taxes should also be
considered tn assigning fair values
to individual assets (paragraph 84).
S3. General guides for determin
ing fair values of the individual
assets acquired and liabilities as
sumed. except goodwill, are:
a. Marketable securities at cur
rent net realizable values.

b. Claims receivable at present
values of amounts to be re
ceived determined at appro
priate current interest rates,
less allowances for uncollect
ibility and collection costs, if
necessary,

C. Inventories:

(1) Finished goods and mer
chandise at estimated sell
ing prices less the sum of
fa) costs of disposal, and
(b) a reasonable profit
allowance for the selling
effort of the acquiring
corporation,
(2) Work in process at esti
mated selling prices of
finished goods less the
sum of (a) costs to com
plete, (b) costs of dis
posal. and (c) a reason
able profit allowance for
the completing and sell
ing effort of the acquir
ing corporation based on
profit for similar finished
goods.
(3) Raw materials at current
replacement costs.

d. Plant and equipment at cur
rent replacement costs for
similar capacity12 unless the
expected future use of the as
sets indicates a lower value
to the acquirer. Plant and
equipment of the acquired
company which will be sold
or held for later sale rather
than used by the acquirer, at
current net realizable value.

e.

Intangible assets which can
be identified and named, in
cluding contracts, patents,
franchises, customer and sup
plier lists, and favorable
leases, at appraised values.13

f.

Other assets, including land,
natural resources, and non-

12Replacement cost may be deter
mined directly if a used asset market
exists for the assets acquired. Other
wise, the replacement cost should be
approximated from replacement cost
new less estimated accumulated de
predation.
13Fair values should be ascribed to
specific assets: identifiable assets
should not be included in goodwill.
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marketable securities, at ap
praised values.
g. Accounts and notes payable,
long-term debt, and other
claims payable at present val
ues of amounts to be paid"
determined at appropriate
current interest rates,
h. Liabilities and accruals—for
example, accruals for pension
cost,14 warranties, vacation
pay, deferred compensation—
at present values of amounts
to be paid determined at
appropriate current interest
rates.
i.

Other liabilities and commit
ments, Including unfavorable
leases, contracts, and commit
ments and plant closing ex
pense incident to the acqui
sition, at present values of
amounts to be paid deter
mined at appropriate current
interest rates.

An acquiring corporation does not
record as a separate asset the good
will previously recorded by an ac
quired company and does not re
cord deferred income taxes recorded
by an acquired company before its
acquisition. An acquiring corpora
tion should record periodically the
accrual of interest on assets and
liabilities recorded at acquisition
date at the discounted values of
amounts to be received or paid.
84. The market or appraisal
values of specific assets and liabil
ities determined in paragraph 83
may differ from the income tax
bases of those items. Estimated
future tax effects of differences be
tween the tax bases and amounts
otherwise appropriate to assign to
an asset or a liability are one of the
variables in estimating fair value.
Amounts assigned as fair values
should, for example, recognize that
the fair value of an asset to an ac
quirer is less than its market or

14An accrual for pension cost should
be the greater of (1) the excess, If
any, of the actuarially computed value
at vested benefits over the amount of
the pension fund or (3) accrued pen
sion cost computed tn conformity with
the accounting policies of ths acquir
ing corporation for one or more of
its pension plans.
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appraisal value if all or a portion
of the market or appraisal value
is not deductible for income taxes,
The impact of tax effects on fair
value depends on numerous factors,
including imminence or delay of
realization of the asset value and
the possible timing of tax con
sequences. Since differences be
tween fair values and tax bases are
not timing differences (APB Opinion
No. 11, Accounting for Income
Taxes, paragraph 13), the acquir
ing corporation should not record
deferred tax accounts at the date
of acquisition.
85. The rate-making process for
regulated businesses whereby rates
are established on a cost-of-service
basis (Addendum to APB Opinion
No. 2) affects the application of
this Opinion. Accordingly, acquired
property subject to the regulatory
process should be stated at amounts
(usually historical original cost at
present) which are estimated to be
recoverable through depreciation
and amortization allowances under
the rate-making policies of the ap
plicable rate-regulating agency. The
cost of acquired assets, tangible and
Intangible, recognized under the
provisions of this Opinion in excess
of the amounts referred to in the
preceding sentence should be de
ferred and charged to income over
future periods which may differ
from the periods charged for reg
ulatory purposes. The Board ex
presses neither agreement nor dis
agreement with property and de
preciation bases required or allowed
for rate-making purposes.

86. Acquisition Date. The state
ment of income of an acquiring cor
poration for the period in which a
business combination occurs should
include income of the acquired com
pany after the date of acquisition by
including the revenue and expenses
of the acquired operations based on
the cost to the acquiring corpora
tion. The Board believes that the
date of acquisition of a company
should ordinarily be the closing date
of a business combination, the date
assets are received and other assets
are given or stock is issued. The
parties may for convenience desig
nate as the effective date the end
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of an accounting period between
the dates a business combination is
announced and closed. The desig
nated date is acceptable for ac
counting purposes if a written
agreement provides that effective
control of the acquired company is
transferred to the acquiring corpo
ration on that date without restric
tions except those required to pro
tect the stockholders or other
owners of the acquired company—
for example, restrictions on signifi
cant changes in the operations until
closing, permission to pay dividends
equal to those regularly paid before
the effective date, and the like.
87. The cost of an acquired com
pany and the fair values of assets
acquired and liabilities assumed
should be determined as of the ac
quisition date. If the cost of an
acquired company is based on the
fair value of securities issued
(paragraph 71), their market value
for a reasonable period before and
after the date the terms of the ac
quisition are agreed to and an
nounced should be considered.

88. Disclosure in Financial State
ments. Notes to the financial state
ments of the acquiring corporation
for the period in which a business
combination occurs should include
the following:
a. Name and a brief description
of the acquired company.
b. Method of accounting for the
combination—that is, by the
purchase method.

c. Period for which results of
operations of acquired com
pany are included In the in
come statement of the acquir
ing corporation.

d. Cost of acquired company
and, If applicable, the number
of shares of stock issued or
issuable and the amount as
signed to the issued and issu
able shares.
e. Description of the plan for
amortization
of
acquired
goodwill, the amortization
method, and period.

f. Contingent payments, options,
or commitments specified in
the acquisition agreement and

their proposed
treatment.

accounting

Information relating to several
relatively minor acquisitions may
be combined for disclosure.

89. Notes to the financial state
ments of the acquiring corporation
for the period in which a business
combination occurs should include
as supplemental Information the
following results of operations on
a pro forma basis:
a. Results of operations for the
current period as though the
companies had combined at
the beginning of the period,
unless the acquisition was at
or near the beginning of the
period.
b. Results of operations for the
immediate preceding period
as though the companies had
combined at the beginning of
that period If comparative
financial statements are pre
sented.
The supplemental pro forma infor
mation should as a minimum show
revenue, income before extraordi
nary items, net income, and earn
ings per share. To present pro
forma information, Income taxes,
interest expense, preferred stock
dividends, depredation and amor
tization of assets, Including good
will, should be adjusted to their
accounting bases recognized in
recording the combination. Pro
forma presentation of results of
operations of periods prior to the
combination transaction should be
limited to the immediate preceding
period.

INTANGIBLE ASSETS
Nature of
Intangible Assets
90. Accounting for an intangible
asset involves the same kinds of
problems as accounting for other
long-lived assets, namely, deter
mining an initial carrying amount,
accounting for that amount after
acquisition under normal business
conditions (amortization), and ac
counting for that amount If the
value declines substantially and
permanently, Solving the problems
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is complicated by the characteris
tics of an intangible asset: its lack
of physical qualities makes evi
dence of its existence elusive, its
value is often difficult to estimate,
and its useful life may be indeter
minable.
91. Various intangible assets dif
fer in their characteristics, their
useful lives, their relations to oper
ations, and their later dispositions.
Intangible assets may be classified
on several different bases:
Identifiability—separately identi
fiable or lacking specific identi
fication.

Manner of acquisition—acquired
singly. In groups, or in business
combinations or developed in
ternally.
Expected period of benefit—lim
ited by law or contract, related
to human or economic factors, or
indefinite or indeterminant dura
tion.

Separability from an entire en
terprise — rights transferable
without title, salable, or insepa
rable from the enterprise or a
substantial part of it.
Present Accounting for
Intangible Assets
92. Accounting for Costs at Ac
quisition. Present principles of ac
counting for intangible assets are
generally similar to those for tan
gible, long-lived assets such as
property, plant, and equipment. In
tangible assets acquired from other
entities are recorded at cost when
Acquired. Coats Incurred to develop
specifically identifiable intangible
assets are often recorded as assets
if the periods of expected future
benefit are reasonably determin
able. Costs of developing other
Intangible assets are usually re
corded as expenses when incurred.

93. Accounting for Deferred
Costs After Acquisition. Intangible
assets have been divided into two
classes for purposes of accounting
their costs: (a) those with a
determinable term of existence be
cause it Is limited by law, regula
tion. or agreement, or by the nature
of the asset, and (b) those having
no limited term of existence and no

indication of limited life at the
time of acquisition. The cost of a
type (a) intangible asset is amor
tized by systematic charges to in
come over the term of existence or
other period expected to be bene
fited. The cost of a type (b) in
tangible asset may be treated in
either of two ways: (1) the cost
may be retained until a limit on
the term of existence or a loss of
value is evident, at which time the
cost is amortized systematically
over the estimated remaining term
of existence or, if worthless, writ
ten off as an extraordinary item in
the income statement, or (2) the
cost may be amortized at the dis
cretion of management by charges
to income even though no present
evidence points to a limited term
of existence or a loss of value. The
cost of an intangible asset may
not be written off as a lump sum to
capital surplus or to retained earn
ings (ARB No. 43, Chapter 5 and
APB Opinion No. 9).

basis for Conclusions
94. Cost of Intangible Assets.
Accounting for the costs that a
corporation incurs to develop
Identifiable intangible assets is be
yond the scope of this Opinion. Cer
tain of those costs, for example,
research and development costa and
preoperating costs, present unusual
accounting problems which need to
be studied separately. The costs of
developing goodwill and other in
tangible assets with indeterminate
lives are ordinarily not distinguish
able from the current costs of oper
ations and are thus not assignable
to specific assets.

95. Ascertaining the coat of In
tangible assets acquired either
singly or in groups, including in
tangible assets acquired in a busi
ness combination, from other busi
nesses or individuals is discussed
in paragraphs 64 to 67 and 69 to 85,
96. Treatment of Costs. Costs of
intangible assets which have fixed
or reasonably determinable terms
of existence are now amortized by
systematic charges to income over
their terms of existence. Differ
ences of opinion center on the
amortization of acquired intangible

21

assets with lives which cannot be
estimated reliably either at the date
of acquisition or perhaps lang after,
for example, goodwill and trade
names.

97. The literature an business
combinations and goodwill, includ
ing Accounting Research Study No.
10. Accounting for Goodwill, con
tains at least four possible ac
counting treatments of goodwill
and similar intangible assets:

a. Retain the cost as an asset
Indefinitely unless a reduction
in its value becomes evident.
b. Retain the cost as an asset
but permit amortization as an
operating expense over an
arbitrary period.
c. Retain the cost as an asset
but require amortization as
an operating expense over its
estimated limited life or over
an arbitrary but specified
maximum and minimum pe
rlod.

d, Deduct the cost from stock
holders' equity at the date
acquired.

98. Arguments for nonamortiza
tion—The two of the four account
ing proposals which do not involve
amortization of goodwill as an oper
ating expense are based in part on
the contention that goodwill value
is not consumed or used to produce
earnings in the same manner as
various property rights and there
fore net income should not be re
duced by amortization of goodwill,
Further, net income should not be
reduced by both amortization of
goodwill and current expenditures
that are incurred to enhance or
maintain the value of the acquired
intangible assets. All methods of
amortizing goodwill are criticised
as arbitrary because the life of
goodwill is indefinite and an esti
mated period of existence is not
measurable. The basis for propos
ing that the cost of goodwill be
retained as an asset until a loss in
value becomes evident is that the
cost Incurred for acquired goodwill
should be accounted for as an asset
at the date acquired and In later
periods and the cost should not be
reduced as long as the value of the
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asset is at least equal to that cost.
The basis for proposing that the
cost of goodwill be deducted from
stockholders’ equity at the date ac
quired is that the nature of good
will differs from other assets and
warrants special accounting treat
ment. Since goodwill attaches only
to a business as a whole and its
value fluctuates widely for innum
erable reasons, estimates of either
the terms of existence or current
value are unreliable for purposes
of income determination,
99, Accounting on the HistoricalCost Basis. All assets which are
represented by deferred costs are
essentially alike in historical-cost
based accounting. They result from
expenditures or owners' contribu
tions and are expected to increase
revenue or reduce costs to be in
curred in future periods. If future
benefit or the period to be benefited
is questionable, the expenditure is
usually treated as a current expense
and not as a deferred cost. Asso
ciating deferred costs with the
revenue or period to which they
are expected to relate is a basic
problem in historical-cost based ac
counting both in measuring periodic
income and in accounting for assets.
The basic accounting treatment
does not depend on whether the
asset is a building, a piece of equip
ment, an element of inventory, a
prepaid insurance premium, or
whether ft Is tangible or intangible.
The cost of goodwill and similar
intangible assets is therefore essen
tially the same as the cost of land,
buildings, or equipment under his
torical-cost baaed accounting. De
ucting the cost of an asset from
d
stockholders' equity (either re
tained earnings or capital surplus)
t the date incurred does not match
bu
costs with revenue.
100. Accounting for the cost of a
long-lived asset after acquisition
normally depends on its estimated
life. The cost of assets with per
petual existence, such as land, is
carried forward as an asset without
amortisation, and the cost of assets
with finite lives is amortized by
systematic charges to income.
Goodwill and similar Intangible as
sets do not clearly fit either classi
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fication; their lives are neither in
finite nor specifically limited, but
are indeterminate. Thus, although
the principles underlying present
practice (paragraphs 92 and 93)
conform to the principles of ac
counting for similar types of assets,
their applications have led to alter
native treatments. Amortizing the
cost of goodwill and similar in
tangible assets on arbitrary bases
in the absence of evidence of lim
ited lives or decreased values may
recognize expenses and decreases
of assets prematurely, but delaying
amortization of the cost until a loss
is evident may recognize the de
creases after the fact.
101. A Practical Solution. A
solution to this dilemma is to set
minimum and maximum amortiza
tion periods. This accounting fol
lows from the observation that few,
if any, intangible assets last for
ever, although some may seem to
last almost Indefinitely. Allocating
the cost of goodwill or other in
tangible assets with an indetermi
nate life over time is necessary be
cause the value almost inevitably
becomes zero at some future date.
Since the date at which the value
becomes zero is indeterminate, the
end of the useful life must neces
sarily be set arbitrarily at some
point or within some range of time
for accounting purposes.

Opinion
102. Acquisition of Intangible
Assets. The Board concludes that
a corporation should record as as
sets the cost* of intangible assets
acquired from other enterprises or
individuals. The costs of develop
ing an identifiable intangible asset
may be recorded as an asset, but
costs of developing, maintaining,
or restoring intangible assets which
are not specifically identifiable,
have indeterminate lives, or are
inherent in a continuing business
and related to an enterprise as a
whole — such as goodwill — should
be deducted from income when in
curred.

103. Individual intangible asset*
should be segregated by their na
ture, and the cost of each identifi

able asset and acquired goodwill
should be recorded separately.
a, The cost of an intangible as
set or a group of intangible
assets acquired in a separate
purchase should be deter
mined by the principles de
scribed in paragraphs 64 to
67.
b. The costs of identifiable in
tangible assets acquired in a
business combination should
be determined by allocating
the cost of the acquired com
pany as described In para
graphs 82 to 87.
c. The portion of the cost of an
acquired company not allo
cated to tangible . assets,
identifiable intangible assets
and liabilities should be desig
nated as the cost of goodwill
(paragraph 82).

The same principles determine the
coat of goodwill acquired even
though a corporation acquires a
controlling interest in a company
but not the entire ownership in
terest (paragraphs 73 and 74).
104. Amortization of Intangible
Assets. The Board believes that
the value of intangible assets at
any one date eventually disappears
and that the recorded costs of in
tangible assets should be amortized
by systematic charges to income
over the periods estimated to be
benefited. Factors which should be
considered In estimating the useful
lives of intangible assets include:

a. Legal, regulatory, or contrac
tual provisions may limit the
maximum useful life.
b. Provisions for renewal or ex
tension may alter a specified
limit on useful life.
c. Effects of obsolescence, de
mand, competition, and other
economic factors may reduce
a useful life.
d. A useful life may parallel the
service life expectancies of
individuals or groups of em
ployees.
e. Expected actions of competi
tors and others may restrict
present competitive advan
tages.
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An apparently unlimited use
ful life may in fact be in
definite and benefits cannot be
reasonably projected.
g. An intangible asset may be a
composite of many individual
factors with varying effective
lives,
f.

The method of amortization of in
tangible assets should be deter
mined from the related factors and
the periodic amortization should be
reasonable.
105. The Board concludes that
the straight-line method of amorti
zation of equal annual amounts
should be applied unless a corpora
tion demonstrates that another sys
tematic method is more appropri
ate. The financial statements should
disclose the method and period of
amortization. Amortization of ac
quired goodwill and of other ac
quired intangible assets not deduc
tible in computing income taxes
payable does not create a timing
difference, and allocation of income
taxes is inappropriate.

106. The cost of each type of In
tangible asset should be amortized
on the basis of the estimated life
of that specific asset and should
not be written off in the period of
acquisition, Analysis of all factors
should result in a reasonable esti
mate of the useful life of most in
tangible assets. A reasonable esti
mate of the useful life may often
be based on upper and lower limits
even though a fixed existence is not
determinable. The period of amor
tization should not, however, exceed
forty years. Analysis at the time
of acquisition may indicate that the
indeterminate lives of some Intan
gible assets are likely to exceed
forty years and the cost of those
assets should be amortized over the
maximum period of forty years, not
an arbitrary shorter period.
107, A corporation should evalu
ate the periods of amortization con
tinually to determine whether later
nts and circumstances warrant
revised estimates of useful lives. If
estimates are changed, the unamor
tized cost should be allocated to the
increased or reduced number of re
maining periods in the revised use

ful life but not to exceed forty
years after acquisition. Estimation
of value and future benefits of an
intangible asset may indicate that
the unamortized coat should be re
duced significantly by a deduction
in determining net income (APB
Opinion No. 9. paragraph 21). How
ever, a single loss year, or even a
few loss years together, does not
necessarily Justify an extraordin
ary charge to Income for all or a
large part of the unamortized cost
of intangible assets.
108. Excess of Acquired Net As
sets Over Cost. The value assigned
to net assets acquired. should not
exceed the cost of an acquired com
pany because the general presump
tion in historical-cost based ac
counting is that net assets acquired
should be recorded at not more than
their cost. The total market or
appraisal values of identifiable as
sets acquired less liabilities assumed
in a few business combinations may
exceed the cost of the acquired com
pany. An excess over cost should be
allocated to reduce proportionately
the values assigned to noncurrent
assets (except long-term invest
ments in marketable securities) in
determining their fair values (para
graph 82). If the allocation reduces
the noncurrent assets to zero value,
the remainder of the excess over
cost should be classified as a de
ferred credit and should be amor
tized systematically to income over
the period estimated to be bene
fited but not In excess of forty
years. The method and period of
amortization should be disclosed.
No part of the excess of acquired
net assets over cost should be added
directly to stockholders' equity at
the date of acquisition.
109. Disposal of Goodwill, Or
dinarily goodwill and similar in
tangible assets cannot be disposed
of separately from the enterprise
as a whole. An acquired company
or large segment of it may, how
ever, subsequently be sold or other
wise liquidated, and all or a por
tion of the unamortized cost of the
goodwill recognized in the acquisi
tion should be included in the cost
of the assets sold.
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EFFECTIVE DATE
110. The provisions of this Opin
ion shall be effective to account for
business combinations initiated af
ter June 30, 1970 and intangible
assets recognized in those business
combinations or otherwise acquired
after June 30, 1970, Business com
binations initiated before June 30,
1970 and consummated after that
date under the original terms may
be accounted for in accordance with
this Opinion or the applicable pre
vious pronouncements of the Board
and its predecessor committee.
111. The provisions of this Opin
ion should not be applied retroac
tively for business combinations
consummated before June 30, 1970
or to intangible assets acquired be
fore June 30,1970, whether in those
business combinations or otherwise.
112, The Board encourages the
application on a prospective basis to
all intangible assets held on June
30, 1970 of the provision in para
graphs 104 to 107 of this Opinion
which requires amortization of all
intangible asets over the periods
described.
113. If a corporation holds as
an investment on March 1, 1970
a minority interest in the common
stock of another company and the
corporation initiates after June 30,
1970 a plan of combination with
that company, the resulting busi
ness combination may be accounted
for by the pooling of interests
method providing .
the combination is completed
within five years after June 30,
1970 and
the combination meets all con
ditions specified in paragraphs
44 to 47, except that
the corporation which effects
the combination issues common
stock for at least 90 percent
of the outstanding common
stock Interest, as described in
paragraph 46(b), of the other
combining company not al
ready held at March 1, 1970
(rather than 90 percent of all
of the common stock interest
of the combining company).15

"The exception does not affect the
measure of relative size described in
paragraph 45(b).
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The investment in common stock
held on March 1, 1970 should not
be accounted for as treasury stock
or retired stock at the date of the
combination. Instead, the excess of
cost over the investor corporation's
proportionate equity in the net as
sets of the combining company at
or near the date the stock invest
ment was acquired should be allo
cated to Identifiable assets of the
combining company at the date the
combination is consummated on the
basis of the fair values of those
assets at the combination date. The
unallocated portion of the excess
should be assigned to an unidenti
tied intangible asset (goodwill) and
should be accounted for according
to applicable previous pronounce
ments of the Board and its pre
decessor committee. The cost of
goodwill should not be amortized
retroactively but may be amortized
prospectively under the provision of
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paragraph 112. If the cost of the
investment is less than the invest
or's equity in the net assets of the
combining company, that difference
should reduce proportionately the
recorded amounts of noncurrent as
sets (except long-term investments
in marketable securities) of the
combining company.

NOTES
Opinions of the Accounting Prin
ciples Board present the conclusions
of at least two-thirds of the mem
bers of the Board, which is the sen
ior technical body of the Institute
authorized to issue pronouncements
on accounting principles. Council of
the Institute has resolved that In
stitute members should disclose de
partures from Board Opinions in
their reports as independent audi
tors when the effect of the depar
tures on the financial statements is

material or see to it that such de
partures are disclosed in notes to
the financial statements and, where
practicable, should disclose their
effects on the financial statements
(Special Bulletin, "Disclosure of
Departures from Opinions of the
Accounting Principles Board” Oc
tober 1984). Members of the Insti
tute must assume the burden of
justifying any such departures.
Covering all possible conditions
and circumstances in an Opinion of
the Accounting Principles Board is
usually impracticable. The sub
stance of transactions and the prin
ciples, guides, rules, and criteria
described in Opinions should control
the accounting for transactions not
expressly covered.
Unless otherwise stated, Opinions
of the Board are not intended to be
retroactive. They are not intended
to be applicable to Immaterial items.

